price cap, cross-subsidization would still be a threat -- with improper cost shifting between
interstate and intrastate jurisdictions -- so long as the states do not also have pure price cap
regimes simultaneously in place.

The fundamental barrier to the adoption of pure price caps lies in the fact that
regulators cannot ignore the company’s profits and losses. [f profits are persistently high,
regulators would be under strong pressure to raise the X-Factor as a way to lower earnings.
Conversely, low profit levels or losses would bring pressure to adjust the formuia to enable
higher earnings. Consequently, both federal and state regulators face irresistible pressure to
include in their price cap regimes "safety valves" of one sort or another -- sharing obligations,
low-end adjustments, provisions for modifying X-Factors -- the same safety valves that open
the door to gaming and the threat of anticompetitive cross-subsidization.

Although the Commission’s price cap regime represents a constructive step forward
from traditional rate-of-return regulation, price caps by themseives are insufficient to ensure
against anticompetitive cross-subsidization because they cannot mimic faithfully the outcomes
of competitive markets. Even with price caps in place, the Commission must continue its
oversight of cost assignments between less competitive and more competitive markets, until

effective competition has been achieved in both.
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